ABSTRACT
is recognized as an indefinite asset and impairment test should be performed every year, which eliminates sample selection bias. Third, goodwill accounting method changed dramatically from straight line amortization to impairment loss recognition after IFRS adoption. Due to such characteristics, we expect goodwill is a reasonable proxy for investigating the actual condition of fair value evaluation system after adopting IFRS.
Using a sample of firm-year observations from 2011 to 2012, 93 out of 283 firm-year observations recognized value of goodwill in 2009 or 2010 using K-GAAP goodwill standard and did not recognize impairment loss afterwards. The fact that these firms maintains goodwill value from 2009 or 2010 based on K-GAAP, even though goodwill could be easily impaired by economic environment, indicates such firms fair value system is weak at the time of introduction and after adopting IFRS. We separate the sample depending on whether they recognized historical goodwill value using K-GAAP or whether they recognized impairment loss of goodwill after IFRS adoption. We consider the former group to have a weak fair value evaluation system and latter to have a stronger one, and compare earnings quality between two groups under IFRS.
We follow Barth, Landsman, & Lang (2008) and measure income smoothing, earnings management to meet-and-beat target, immediate loss recognition, book value of equity and goodwill from relative value relevance perspective. Results are as follows. First, firms with weak fair value system smooth income more frequently. Firms with weak fair value system have lower variance of net income change and variance of net income change to variance of operating cash flow change, which are measures for income smoothing. The difference between firms with weak or strong fair value system was significant at 1% level. Results indicate poor quality of fair value system is correlated with income smoothing. It is also consistent with prior literatures that lower net income change volatility and cash flow change to net income change volatility are related to higher income smoothing (Leuz, Nanda, & Wysocki, 2003; Lang, Raedy, & Wilson, 2006) . Second, firms with weak fair value system experience small amount of positive profit and slight increase in net income compared to prior period more frequently. Based on the fact that profit close to zero or slight increase in net income are evidence of earnings management (DeGeorge, Patel, & Zeckhauser, 1999; Burgstahler & Dichev, 1997) , result suggests management from weak fair value system could manage earnings through fair value evaluation in order to meet-or-beat target earnings. Third, firms with weak fair value system make less timely loss recognition. Firms with high earnings quality tend to immediately recognize loss based on prior studies. Therefore, we interpret firms with poor fair value system would have lowered earnings quality after IFRS adoption by delaying loss recognition. Lastly, book value of equity and goodwill has low relative value relevance for weak fair value systemic firms, while both book value of equity and goodwill have incremental value relevance for firms with strong fair value evaluation system. Based on the prior literature that earnings quality is positively related with explanatory power for stock price (Barth, Beaver, Landsman, 2001) , we expect firms with poor fair value evaluation system manage earnings more frequently, which will eventually decrease the explanatory power of financial information for stock price.
The remainder of the paper is organized as follows. Section 2 discusses related studies and develop hypothesis. Section 3 describes research methodologies and samples. Section 4 provides empirical evidence and Section 5 concludes the paper.
II. PRIOR LITERATURES AND HYPOTHESES DEVELOPMENT
Recent research investigates relative value relevance of financial information after IFRS adoption. However, result is mixed, especially for how change in cost of equity book value or net income due to IFRS adoption affect relative value relevance. Hung and Subramanyam (2007) find that relative value relevance of financial information improved after adopting IFRS, especially for book value of equity, using German sample. On the other hand, Capkun, Jeny-Cazavan, Jeanjean, & Weiss (2008) document that adjusted profit recognized by adopting IFRS has additional relative value relevance, while adjusted net income does not.
Mixed result is consistent using Korean sample. Choi et al. (2011) provide evidence that amount of adjusted profit recognized during switching to IFRS has relative value relevance, but amount of adjusted equity book value does not have relative value relevance. Choi (2013) find amount of adjusted equity book value due to IFRS adoption is negatively correlated with stock price, and adjusted profit amount does not have statistically significant association with stock price.
There is much evidence on effect of IFRS adoption on book value of equity is indifferent from K-GAAP from relative value relevance perspective. We consider the fact effect of IFRS adoption on capital market could differ by firm characteristic (Daske, Hail, Leuz, & Verdi, 2008; Christensen, Hail, & Leuz, 2013) , and expect IFRS adoption effect on earning quality could be different depending on firm characteristics and each firm's fair value evaluation system. If firms utilize IFRS fair value system as a method of income smoothing or meet-or-beat target earnings, firms' equity book value relative value relevance would be lower compared to K-GAAP. On the same note, if firms use fair value system under IFRS in order to reflect firms' economic substance, relative value relevance of equity book value would improve.
We thus expect that earnings management for income smoothing or meet-or-beat target earnings would be different by firm's fair value evaluation system, and whether such difference influence relative value relevance for stock price. We analyze the effect of firm's fair value evaluation system on earnings quality under IFRS and set a hypothesis as follow.
Hypothesis:
There is a significant association between firm's fair value system and earnings quality under IFRS.
III. RESEARCH METHODOLOGY

Measure of Firm's Fair Value System
In order to examine firm's fair value system effect on earnings quality, we use goodwill accounting method as a proxy for fair value system. Our empirical analyses are based on 147 firms which recognized goodwill in 2011 or 2012. 49 firms out of 147 recognized a same amount of goodwill as 2009 and 2010 based on K-GAAP, and did not recognized any impairment loss under IFRS. Based on prior studies that firms use goodwill to manage earnings (Carlin & Finch, 2011; Wines et al. 2007) , we expect firms which continued to use goodwill value under K-GAAP and not recognized impairment loss to be firms with weak fair value evaluation system (FVS=1). We consider firms that recognized impairment loss after adopting IFRS to be firms with strong fair value system (FVS=0), and compare earnings quality of two groups under IFRS.
Measure for Earnings Management
We follow Barth et al. (2008) in measuring earnings quality, and use following four factors.
First, we use the variance of change in net income (ΔEARNV) to measure level of firms' income smoothing. Firms with large variance in net income change smooth income less (Leuz et al. 2003; Lang et al 2006) , therefore it is reasonable to assume firms with small net income change variance is related with high income smoothing. Considering net income change could be caused by outside factors, we use residual (ΔEARNV) from equation (1) to measure the net income change variance. We perform F-test to examine whether net income change variance is statistically significant depending on level of fair value system (FVS).
Equation (1)
where, ΔEARN = change in net income; ΔEARNV = variance of change in net income, residual from equation (1); SIZE = natural log of total asset; GROW = sale growth; CS = percent change in common stock capital sourcing; LEV = leverage, measured by total liabilities divided by total assets; LIA = percent change in total leverage; TURN = total sale divided by total asset; 
where, ΔCF = change in operating cash flow; ΔCFV = variance of the change in operating cash flow, residual from equation (2).
Third, we use the frequency of small positive net income to measure earnings management. Logit analysis is performed using equation (3). We use the ratio of current net income to market value of equity (SP) is between 0% and 1% as dependent variable and level of fair value system (FVS) as independent variable. Coefficient of FVS will be positive if firms with weak fair value system have higher frequency of slightly positive income. 
Equation (3)
where, SP = 1 if market value of equity to current net income is more than 0% and less than 1%, 0 otherwise; FVS = 1 if firm has weak fair value system, 0 otherwise.
Fourth, we use the frequency of small increase in net income to measure earnings management. We perform logit regression using equation (4). If a firm has a weak fair value system and has a higher frequency of small increase in net income, coefficient for FVS would have significantly positive value. 
Equation (4)
where, SI = 1 if market value of equity to current net income increase compare to prior period is more than 0% and less than 1%, 0 otherwise.
Measure for Immediate Loss Recognition
High earnings quality is correlated with timely recognition of loss according to prior studies. This study considers higher frequency of recognizing large amount of loss would be related to higher earning quality. If firms' current net loss is more than 10% of market value of asset, it has value of 1 and 0 otherwise. We expect coefficient of FVS to be negative, if firms with weak fair value system do not recognize timely loss frequently.
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The Clute Institute Equation ( 
where, LNEG = 1 if current net loss is more than 10% of market value of asset, 0 otherwise.
Measure for Relative Value Relevance
High quality of earnings reflects firms' economic substances more efficiently. In other words, it would also be have high relative value relevance with stock return and book value of equity. We follow fair value model from Ohlson (1995) and measure relative value relevance between stock price and financial information. Because reasonableness of the fair value evaluation would influence explanatory power of equity book value for stock price, we divide the sample by FVS and compare explanatory power of equity book value for stock price. We use the difference in coefficient of determination between equation (6) and (7), in order to measure relative value relevance of equity book value. If fair value system affects explanatory power of equity book value, we expect firms with weak fair value system to have insignificant explanatory of equity book value for stock price.
Equation (6)
where, MVE = Market value at year end; BVE = Book value at year end; EARN = Net income; LOSS = 1 if firm experienced net loss, 0 otherwise.
In order to measure relative value relevance of goodwill, we analyze equity book value after subtracting stock price and goodwill book value (BVE-GW), net income (EARN) and book value of goodwill (GW). Difference in adjusted coefficient of determinant between equation (8) and (9) is used to measure relative value relevance of goodwill. If fair value system were to influence explanatory power of goodwill for value, goodwill book value of firm with weak fair value evaluation system would have insignificant explanatory power for stock price.
Equation (8)
Equation (9) = ( + * ( − ) + . + 2 + +
where, BVE-GW = Book value of goodwill subtracted from book value of equity at year end;
The Journal of Applied Business Research -May/June 2018
Volume 34, Number 3
Copyright by author(s); CC-BY 432
The Clute Institute GW = Book value of goodwill at year end. To minimize possible firm specific effect caused by panel data characteristic, we use firm cluster effect.
Sample Selection
We use firms listed in KOSPI or KOSDAQ, and recognized goodwill in 2011 or 2012. We exclude (1) financial institutions and insurance companies, (2) firms that pre-adopted IFRS, (3) firms lacking financial statement under IFRS after 2010, and (4) firms lacking the necessary data to calculate control variables. This process yields a final sample of 283 firm-year observations from 147 samples. Table 1 presents descriptive statistics for the variables used in this study. Firms with weak fair value system (FVS=1) have high frequency of small positive profit (SP) and small increase in net income to prior period (SI), and low frequency of recognizing large amount of loss (LNEG). We interpret the result that weak fair value systemic firms increase earning in order to meet target earning and do not recognize loss in timely manner. Table 2 shows the results of Pearson correlation. The results show that the firms' fair value system (FVS) has significant association with frequency of small positive profit (SP) and small increase in net income (SI). It was also negatively related with frequency of recognizing large loss (LNEG) at 1% significance level. These relationships represent the possibility of firms with weak fair value system reporting small positive profit or small increased net income more frequently, while recognizing large amount of loss less frequently compared to firms with strong fair value system.
IV. EMPIRICAL RESULTS
Descriptive Statistics
Fair value system has positive and significant correlation with current net earnings and book value of goodwill, thus we expect firms with consistent goodwill value will experience higher net income and goodwill value. However, variables known to affect earnings management are not yet controlled. Therefore, to collect more accurate results, we perform multiple regression analysis in following section. Table 3 presents the results of main regression model, the effect of level of fair value system under IFRS on earnings quality. Followings are noteworthy: First, firms with weak fair value system smooth earnings more compared to firms with strong fair value system. Coefficients for dispersions of net income variance (ΔEARNV) for weak fair value firms (FVS=1) and strong fair value firms (FVS=0) are 0.0087 and 0.0202 respectively. The difference between two firms is statistically significant at 1% level. Ratios for dispersions of net income variance change (ΔEARNV) to dispersion of operating cash flow change (ΔCFV) between firms with different level of fair value system are statistically significant at 1% level (coefficient = 1.5980 and 3.9073). These finds lend support our hypothesis that firms with weaker fair value system manage earnings more. Second, firms with poor quality fair value system experience higher frequency of small positive profit or slight increase in net income. Coefficient values of FVS are given in Table 4 (1.464 and 1.092). We also find weak fair value systemic firms recognize large amount of loss less frequently, supported by significant and negative coefficient value of LNEG. Because small positive profit or small increase in net income is sign of earnings management, results suggest managers from weak fair value system firms use fair value evaluation as a way of meeting target earnings. Note: *, **, *** Denotes significance at the 0.10, 0.05, and 0.01 levels, respectively, all two-tailed.
Multiple Regressions Analysis
Third, we find no correlation between equity book value and goodwill book value for firms with weak fair value system. Results of Vuong's test (Vuong, 1989) are shown in Table 5 . Panel A represents results for firms with weak fair value system, and explanatory power of equity book value is statistically insignificant (Vuong Z-statistics = 0.63, p-value = 0.52). On the other hand, firms with strong fair value system have significant explanatory power of equity book value, shown in Panel B (Voung Z-statistics = 4.31, p-value = 0.00). Table 6 reports the relative value relevance of goodwill book value, depending on the level of fair value system from Vuong's test (Vuong, 1989 Note: *, **, *** Denotes significance at the 0.10, 0.05, and 0.01 levels, respectively, all two-tailed.
V. CONCLUSION
In this paper, we examine how fair value evaluation system under IFRS influence earnings quality using Korean data sample. We use goodwill evaluation as a proxy for the level of fair value system and compare earnings quality of firms with consistent goodwill value and firms with decreased goodwill after IFRS adoption.
The findings of this study indicate firms with poor quality fair value system have higher frequency of income smoothing and earnings management in order to reach target earnings, compared to firms with strong fair value system. Weak fair value system firms also recognize large amount of loss less frequently, thus decreases the relative value relevance of equity book value. Results suggest expanded fair value system under IFRS could be used as a method of earnings management, which will lessen the explanatory power of financial information for stock price in return.
Contributions of the paper are as follows. Our study provides useful insight to the effect of fair value system under IFRS on earnings quality. Results illustrate that the efficiency of financial information disclosed by firms could variate, depending on the level of fair value after IFRS adoption. We also use various variables used as a proxy for earnings management, which increases the creditability of our results.
